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Summary 

The Tax Extenders Act of 2013 (S. 1859), which would extend expiring tax provisions for a year, 
includes bonus depreciation and H.R. 4718 proposes to make bonus depreciation permanent. The 
temporary provisions enacted in the past for only a year or two and extended multiple times are 
generally referred to collectively as the “extenders.” One reason advanced for these temporary 
provisions is that time is needed to evaluate them. Most of these provisions, however, have been 
extended multiple times, and some suggest that these provisions are actually permanent but are 
extended a year or two at a time because permanent provisions would significantly increase the 
costs in the budget horizon. Historically, bonus depreciation has not been a traditional “extender.” 

Bonus depreciation allows half of equipment investment to be deducted immediately rather than 
depreciated over a period of time. Bonus depreciation was enacted for a specific, short-term 
purpose: to provide an economic stimulus during the recession. Most stimulus provisions have 
expired. Bonus depreciation has been in place six years (2008-2013), contrasted with an earlier 
use of bonus depreciation in place for three years. Is bonus depreciation temporary or permanent? 
The analysis of bonus depreciation differs for a temporary stimulus provision, compared to a 
permanent provision that can affect the size and allocation of the capital stock. 

A temporary investment subsidy was expected to be more effective than a permanent one for 
short-term stimulus, encouraging firms to invest while the benefit was in place. Its temporary 
nature is critical to its effectiveness. Yet, research suggests that bonus depreciation was not very 
effective, and probably less effective than the tax cuts or spending increases that have now lapsed. 

If bonus depreciation is made permanent, it increases accelerated depreciation for equipment, 
contributing to lower, and in some cases more negative, effective tax rates. In contrast, prominent 
tax reform proposals would reduce accelerated depreciation. Making bonus depreciation a 
permanent provision would significantly increase its budgetary cost. 

Compared to a statutory corporate tax rate of 35%, bonus depreciation lowers the effective tax 
rate for equipment from an estimated 26% rate to a 1 5% rate. Buildings are taxed approximately 
at the statutory rate. Total tax rates would be slightly higher because of stockholder taxes. 

Because nominal interest is deducted, however, effective tax rates with debt finance can be 
negative. For equity assets taxed at an effective rate of 35%, the effective tax rate on debt- 
financed investment is a negative 5%. The rate on equipment without bonus depreciation is minus 
19%; with bonus depreciation it is minus 37%. 

If bonus depreciation is permanent, estimates of U.S. effective tax rates reflecting concerns that 
the U.S. rate is higher than that of other countries overstate the effective U.S. corporate tax rate; 
U.S. effective tax rates on equipment would be significantly lower than the OECD average. 

Moving to permanent bonus depreciation is inconsistent with tax reform proposals made by the 
Wyden-Coats bill, the Senate Finance Committee Staff discussion draft, and Chairman Camp’s 
proposal. All of these proposals would reduce the current accelerated depreciation for equipment. 

The usual extenders cost a fraction of the cost of permanent provisions in a 10-year budget 
window, but bonus depreciation is a smaller fraction because it is a timing provision. A one-year 
extension costs $5 billion for FY2014-FY2024, less than 2% of the cost of $263 billion for a 
permanent provision. 
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T he Tax Extenders Act of 2013 (S. 1 859, introduced by Senate Majority Leader Reid) 
would extend expiring tax provisions for a year, including another year’s extension of 
bonus depreciation, through 2014. The House has proposed to make selected expiring 
provisions permanent and H.R. 4718 proposes to make bonus depreciation permanent. The 
temporary provisions enacted in the past for only a year or two and extended multiple times are 
generally referred to collectively as the “extenders.” 1 One reason advanced for temporary 
provisions has been that time is needed to evaluate them. Most of these provisions, however, have 
been extended multiple times (for example, the R&D credit has been extended 15 times since 
1981) without such an evaluation, which leads some to suggest that these are provisions that are 
actually permanent but are extended a year or two at a time because assuming permanence would 
increase costs in budget projections. 2 

The inclusion of bonus depreciation in the latest extenders bill, which would reflect an extension 
for a seventh straight year, creates ambiguity about the nature of this provision, which is far from 
a minor provision. Bonus depreciation is not a traditional “extender.” It was enacted for a 
specific, short-term purpose: to provide an economic stimulus during the recession. Its temporary 
nature is critical to its effectiveness. 

Most of the major provisions of the stimulus bills in 2008 and 2009 (the Economic Stimulus Act 
of 2008, RL. 110-185, and the American Recovery and Reinvestment Act, RE. 111-5) or their 
replacements have expired. Therefore, a question arises about the nature of bonus depreciation. If 
it is not included in the extenders package, its status as a temporary provision becomes clear. But 
if it is included, the action may or may not indicate that the provision has become permanent. 
However, if it is effectively permanent, there are important implications for the overall treatment 
of capital income, international comparisons of tax rates, consistency with tax reform proposals, 
and revenue issues. 

This report discusses bonus depreciation as either a temporary stimulus provision or a permanent 
part of the tax code. 

What Is Bonus Depreciation? 

Tax depreciation rules determine how quickly the cost of an investment in assets, such as 
equipment or buildings, can be deducted. Since these assets produce output over a period of 
years, the cost of acquiring them is also deducted over a period of years so that costs can be 
matched with receipts to measure profits. To measure profits correctly, the deduction in each 
period should match the decline in the value of the asset (i.e., the change in price if it were to be 
sold); this change in value is called economic depreciation. 



1 See CRS Report R43 124, Expired and Expiring Temporary Tax Provisions (“Tax Extenders ”), by Molly F. Sherlock, 
for further discussion. 

2 This reason is one of several suggested by Rosaline Altshuler, Testimony on Extenders and Tax Reform: Seeking 
Long-Term Solutions before the Senate Finance Committee, January 31, 2012, http://www.fmance.senate.gov/hearings/ 
hearing/?id=bl604e2e-5056-a032-52ff-dd661f9280f6. 
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Tax Depreciation 

Tax law contains rules that prescribe how asset costs are deducted. These rules consist of a life 
(the number of years over which deductions are taken) and a method. If deductions are taken in 
equal amounts in each year (for example, if a $1 million asset is deducted over 10 years with 
$100,000 deducted in each year) the method is called straight line. Faster methods are declining 
balance methods where a rate higher than straight line is applied to the undepreciated balance. In 
the 10-year example, with double declining balance, twice the rate (2/10, or 20%) would apply 
the first year for a deduction of $200,000. This 20% rate would apply the next year on the 
$800,000 not yet depreciated (for $160,000) and so on, with a switch to straight line allowed at 
any time. At that point, which is optimal after the fifth year, straight line depreciation of the 
remaining balance over the remaining life (that is, one-fifth of the remaining balance per year) is 
allowed. Other declining balance rates (such as 150%, where the first year’s deduction is 1.5 
times straight line) have also been used, now and in the past. 

When depreciation rules were set in the Tax Reform Act of 1 986 (RL. 99-5 1 4), they allowed for 
accelerated deductions to offset the lack of indexing for inflation, so that the discounted present 
value of tax depreciation deductions was roughly equal to the discounted present value of 
economic depreciation. 3 Since that time, inflation has declined and caused the value of tax 
depreciation to be more beneficial than economic depreciation. For non-residential buildings, the 
inflation effect has been offset by an increase in tax lives. For equipment, with costs deducted 
over relatively short periods of time and under accelerated declining balance methods, tax 
depreciation is more generous than economic depreciation. 

If tax depreciation is equal to economic depreciation in present value, the effective tax rate for the 
firm (the difference between the before -tax rate of return on the investment and the firm’s after- 
tax return, divided by the before tax return) is equal to the statutory rate for an equity investment. 
(Rates are higher for equity investment when shareholder taxes are imposed, but may be negative 
for debt-financed investment.) 4 If depreciation has a greater present value than economic 
depreciation the effective tax rate falls below the statutory rate for firm-level taxes on equity 
investment; if all of the cost is immediately deducted the effective tax rate is zero. 

Most equipment is depreciated over 5 or 7 years using the double declining balance method. 

Some longer-lived assets are depreciated over 10, 15, or 20 years, and some shorter-lived 
property is deducted over 3 years. Property with a life over 10 years is depreciated using the 150% 
declining balance method. 5 



3 Economic depreciation would allow nominal deductions to be larger to account for inflation. Thus if the inflation rate 
were 2%, in the straight line example over 10 years, the second year’s depreciation would be $102,000, because 
$102,000 is worth $100,000 in year one prices. The third year would be $104,040, which is $100,000 times (1.02) 2 and 
so on. However, tax depreciation is not indexed, so to offset the smaller nominal amount, deductions need to occur 
earlier. The present discounted value is the sum of each year’s deductions, each discounted by the after-tax return. 
Thus, if the discount rate is 7%, $100,000 a year from now is worth only $93,458 (or $100,000 divided by 1.07). The 
next year’s amount would be divided by (1 ,07) 2 , and so on. 

4 If an investment is financed by debt, with economic depreciation and no inflation, the effective tax rate on debt at the 
firm level is zero, because the return is taxed, but the interest is deducted. The only tax that is imposed is that on the 
creditor. Tax depreciation that is more valuable than economic depreciation, inflation, or exempt creditors can cause 
the tax rate on debt to be negative. 

5 According to data in James Mackie III and John Kitchen, “Slowing Depreciation in Tax Reform,” Tax Notes, April 
29, 2013, pp. 511-521, 48% of equipment investment is in the five year class and 26% is in the seven year class. The 
(continued...) 



